Connecticut Gen. Life Ins. Co. v. Commissioner, 109 T. C. 100 (1997)

In consolidated tax returns of life and nonlife insurance companies, net operating
losses of recently acquired nonlife companies are to be treated as losses of separate
entities for purposes of calculating the amount that can offset life insurance income.

Summary

Connecticut General Life Insurance Company and CIGNA Corporation challenged
the IRS’s method of calculating net operating losses (NOLs) of recently acquired
nonlife insurance companies in consolidated tax returns. The court held that each
nonlife company must be treated as a separate entity when calculating the NOLs
that can offset the income of the life insurance company, ConnLife. This decision
was based on the clear language of the tax regulations and the legislative intent to
limit the use of NOLs from recently acquired companies. The ruling ensures that
only eligible NOLs are used to offset life insurance income, impacting how
companies structure their acquisitions and file consolidated tax returns.

Facts

In 1982, Connecticut General Corporation (CG) merged with INA Corporation
through a tax-free reorganization, forming CIGNA Corporation. Later, in 1984,
CIGNA acquired Preferred Health Care, Inc. (PHC). Both INA and PHC had
previously filed consolidated tax returns. For tax years 1982 through 1985, CIGNA
filed consolidated returns including ConnlLife, the sole life insurance company, and
various nonlife companies, some of which were ineligible under section 1503(c)(2)
because they had not been part of the group for at least five years. CIGNA treated
the losses of these ineligible companies as losses of a single entity, netting them
against the income of other companies within the same acquired group.

Procedural History

The IRS audited CIGNA'’s tax returns and determined deficiencies, arguing that the
losses of ineligible nonlife companies should be treated as losses of separate
entities, not as a single entity. CIGNA filed petitions in the U. S. Tax Court seeking
summary judgment on the issue. The court granted summary judgment to the IRS,
ruling that the separate entity method was required under the tax regulations.

Issue(s)

1. Whether, for purposes of calculating the amount of net operating losses of nonlife
insurance companies that can reduce the income of life insurance companies under
section 1503(c)(1) and (2), companies that were members of a recently acquired
affiliated group of nonlife insurance companies should be treated as a single entity
or as separate entities.

Holding
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1. No, because the tax regulations require that each nonlife company be treated as a
separate entity when calculating the amount of NOLs that can offset life insurance
income.

Court’s Reasoning

The court’s decision was grounded in the legislative regulations under sections 1502
and 1503, which specify that each nonlife company’s losses must be treated
separately when determining the NOLs eligible to offset life insurance income. The
court rejected CIGNA’s argument that the regulations were ambiguous, pointing out
that the reserved subparagraph and preamble language did not override the clear
regulatory requirement for separate entity treatment. The court also emphasized
that the legislative intent behind section 1503(c)(2) was to limit the use of NOLs
from recently acquired companies to prevent trafficking in unprofitable companies.
The court found no genuine issue of material fact precluding summary judgment, as
the relevant facts were undisputed and the legal issue turned on the interpretation
of the regulations.

Practical Implications

This decision has significant implications for how companies calculate NOLs in
consolidated tax returns, particularly in the context of acquisitions. It requires
companies to treat each nonlife insurance company as a separate entity, potentially
limiting the tax benefits of consolidation. This ruling may influence corporate
acquisition strategies, as companies must consider the tax implications of acquiring
groups with significant NOLs. The decision also reaffirms the IRS’s authority to
enforce clear regulatory language, impacting how similar cases are analyzed and
potentially affecting future regulatory guidance. Subsequent cases have cited this
ruling when addressing the treatment of NOLs in consolidated returns, reinforcing
the separate entity approach.
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